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I.

INTRODUCTION

One of the main concerns of the United States government is and
has always been the collection of revenue. The major federal taxes
are income taxes, corporate and personal taxes, and payroll taxes.'
Recently, however, criticism of the present federal tax scheme has
increased. Because the Internal Revenue Code has gone through a
major revision every few years for the past 20 years, 2 it is difficult

*B.A., 1985, Middlebury College; J.D., 1988, University of Florida; Attorney OGC U.S.
Department of Commerce, International Trade Administration, Import Division.
I would like to thank Professor B.J.M. Terra for his invaluable comments and suggestions.
1. R. LINDHOLM, VALUE-ADDED TAX AND OTHER TAX REFORMS 59 (1976).
2. FREELAND, LIND, & STEPHENS, FUNDAMENTALS OF FEDERAL INCOME TAXATION:
CASES AND MATERIALS 12-13 (6th Ed. 1987) (The Tax Reform Act of 1969, the Tax Revenue
Act of 1971, the Tax Reduction Act of 1975, the Revenue Adjustment Act of 1975, the Tax
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for businesses to determine the tax consequences of transacting business. Businesses do not know whether to expand now or to wait for
the inevitable Congressional tinkering with the tax system.
The present tax scheme also taxes savings and capital investment
twice, discouraging both.3 Money is needed forinvestment, and investment is needed to revitalize our industry and, thus, our economy. 4
Payroll taxes are up to a high of over fourteen percent. 5 The life
expectancy and population of our elderly are increasing.6 The working
population can support the Social Security system only up to a certain
point. In addition, the United States government has an outstanding
debt of over 100 billion dollars. 7 Some commentators believe the October 1987 stock market crash resulted directly from this deficit. At
the least, the deficit is not helping the United States economy.
In addition, the United States is supporting a large trade deficit.
Some commentators argue that the prices of goods exported from the
United States carry a higher percentage of taxes than goods exported
from other countries. This places United States goods at a price disadvantage in the world market. The problem is to eliminate this excess
tax without creating cumbersome tax borders and violating GATT.
To solve these problems, Congress has been focusing mainly on
adjusting the present tax system. 8 However, interest has grown in
other possible tax systems and new sources of revenue. One proposed
solution is a Value Added Tax (VAT).
Section II of this paper will define a VAT. Section III will provide
a short history of the attempts to introduce a VAT in the United
States. Section IV will discuss the main issues involved in the im-

Reform Act of 1976, the Tax Reduction and Simplification Act of 1977, the Revenue Act of
1978, the Economic Recovery Act of 1981, the Tax Equity and Fiscal Responsibility Act of
1982, the Tax Reform Act of 1984, and the Tax Reform Act of 1986).

3.

Bartlett & Olin, The Case Against a Value-Added Tax, TAX

NOTES MICROFICHE DATA,

Doc. 85-9893, 2 (Nov. 5, 1985); see generally Makin & Allison, Tax Reform 1986: A Fragile
Victory, 34 TAX NOTES 251 (Jan. 19, 1987).
4. Thurow Favors Basic Changes to Increase Savings, 14 TAX NOTES 136, 138 (Jan. 18,
1982) [hereinafter Thurow].
5. Gingrick to Introduce Legislation to Replace FICA With a VAT, 35 TAX NOTES 1322
(June 29, 1987).
6. See generally A Social Security System You Can Count On, TAx NOTES MICROFICHE
DATEBASE, Doc. 87-3757 (June 29, 1987) [hereinafter Social Security System].
7. Thurow, supra note 4.
8. Evidenced by four major tax reforms in the past seven years to produce more revenue
by broadening the income tax base and congressional attempts to cutting government spending;
see also The Gramm-Rudman-Hollings Act, (Public Debt Limit - Balanced Budget and
Emergency Deficit Control Act of 1985) P.L. 99-177, 99 Stat. 1037 (1985).
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plementation of a VAT. This discussion will center on the arguments
for and against the VATs proposed by Senator Ullman in 1979 and
1980, and the 1984 Treasury report on Tax reform. Section V will
examine briefly the 1983 Superfund VAT, the Business Transfer Tax,
and the Business Alternative Minimum Tax schemes proposed in 1985.
Section VI will examine why past VAT proposals have failed and the
possibility of a federal VAT being implemented in the United States
in the near future.
II.

WHAT IS A

VAT?

A Value Added Tax 9 is a tax calculated using the value added
in the chain of production and distribution of a good or service.10
The value added is the amount remaining when the cost of equipment,
supplies, services and goods used in making a product or providing a
service are subtracted from the selling price of the product or service. "
In other words, the value added is the amount a producer, for example,
adds to the price of the goods or services provided, in order to cover12
compensation to workers, rent and interest payments, and profits.
A value is usually added at each stage of production from the supplier
of raw materials, through the various stages of manufacturing, and
and retailers.13 The tax may
the distribution network of wholesalers
14
be levied at one or many stages.
However, the ultimate tax burden does not fall on the person who
adds the value. 1 Even though the VAT is collected at each stage of
production and submitted to the tax authorities by producers and
distributors, the VAT is shifted forward to the final consumer in the
price of the good. In other words, the VAT is a retail sales tax levied
at the various stages of production and distribution.
There are three different types of VATs depending on how the
purchase of capital goods is treated. 16 If the purchase price of capital
9.

See generally B.

Tax, in 3 TAX

(1988);
Value Added

TERRA, SALES TAXATION: THE CASE OF VALUE ADDED TAX

C. SULLIVAN, THE TAX ON VALUE ADDED

(1965); U.S.

DEP'T OF TREASURY,

REFORM FOR FAIRNESS, SIMPLICITY, AND ECONOMIC GROWTH -

THE TREAS-

(1984) [hereinafter TREASURY REPORT];
Value-Added Tax - What Else Should We Know About It? - U.S. General Accounting Office
Report To The Congress, Mar. 3, 1981 [hereinafter GAO Report]; see also R. LINDHOLM, supra
note 1.
10. See TREASURY REPORT, supra note 9, at 5.
11. GAO Report, supra note 9, at 4.
12. Id.
13. B. TERRA, supra note 9, at Ch.V.1.
14. Id. at Ch.IV.1.
15. Id. at Ch.II.4.
16. Id. at Ch.V.3.
URY DEPARTMENT REPORT TO THE PRESIDENT
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goods for production of a good or service is deducted when calculating
the value added, it is said to be a consumption type VAT. 17 Only goods
and services for personal consumption are taxed. If the purchase price
of capital goods is not totally deductible in the return period when
purchased, but deducted over the useful life of the good, then the
VAT is said to be an income type VAT. 18 The base of this tax equals
personal income. If the purchase price of the capital goods is not
deductible or depreciable, it is said to be a product tax.19 The purchase
of capital goods is in effect taxed twice: when purchased and when
that portion of the purchase price is taxed as part of the value added
in the sale of the good or service.
Further, three different methods exist by which the value added
21
can be calculated.- The first method is the credit-invoice method.
Under that method the value added tax is calculated by applying the
VAT rate to the sale price and allowing the producer to subtract the
VAT already paid on inputs used to produce the product or service.
This method is used in the European Community (EC) and by almost
every other country with a VAT.2
The second and the third methods of calculating a VAT are the
subtraction method and addition method which are rarely employed.2
Under the subtraction method, the VAT is calculated by subtracting
the cost of input from the gross receipts of the producer.- The VAT
is then applied to the amount remaining. The major problems which
arise when the subtraction method is employed are discussed in Section
V, entitled "Recent Efforts to Introduce Other Types of Federal VATs
in the United States."
Under the addition method, the VAT is calculated by adding all
of the elements of the value added together and applying the VAT
rate.25 This method is more likely to be implemented with an income
type VAT because net profit used in calculating the value added usually
includes allowances for capital depreciation deductions. Michigan's
Single Business Tax (a VAT) is the only VAT ever to use the addition

17.

Id. at Ch.V.3.1.

18.

Id.

19.
20.
21.
22.
1987).
23.
24.

Id. at Ch.V.3.2.
supra note 9, at 7.
Id. at 8.
McLure, The Value-Added Tax: Key to Deficit Reduction, 35 TAx NOTES 83 (Apr. 6,
TREASURY REPORT,

Id.
B. TERRA, supra note 9, at Ch.V.4.1.
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method. 26 The credit-invoice method and the subtraction method are
administered more easily than the addition method.Finally, a VAT may be implemented based on an origin principle,
a destination principle, or both.2 If the concern is to tax production,
the origin principle is used.2 The good or service is taxed where it
is produced. Under this principle, the VAT is not effected by the
import or export of the goods or services being provided. However,
trade distortions could occur under this principle if imported goods
come from a state with a lower or higher tax rate than the rate of
the state of import °
If taxation of consumption is the concern, the destination principle
is usedA1 The good or service is taxed where it is consumed, which
is usually the place where it is bought by the ultimate consumer. This
is consistent with the benefit principle.3 The goods or services received
the benefit of the market in which they were consumed to help find
a consumer. Therefore, having received the benefit of that market,
the tax should be collected for the maintenance of that market.
The destination principle differs from the origin principle in that
it affects imports and exports. 3 A VAT paid on a good or service in
the country or state from which the good or service is exported is
remitted on export. The VAT of the country into which the good or
service is imported is imposed on all imports. These actions are called
border tax adjustments and create a fiscal border between states. 4
A third principle, the restricted origin principle, combines both
the origin and the destination principle.3 The origin principle is applied
on all goods sold in or among the member states of an economic union
or free trade association. The destination principle is applied to goods
imported or exported, in or out, of the economic union or free trade
association. The effects of the origin and destination principle are discussed in Section IV, "Effect on the Balance of Trade" and "Effect
on Interstate Relations/Tax Boarders."

25. Id.
26. Id.
27. See generally TREASURY REPORT, supra note 9, at 7-8.
28. B. TERRA, supra note 9, at Ch.II.4.
29. Id.
30. Id.
31. Id.
32. McLure, State and Federal Relations in the Taxation of Value Added, 6 J. CORP.
LAW 134 (1980).
33. See generally id.
34. TREASURY REPORT, supra note 9, at 11.
35. McLure, supra note 32, at 133.
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The VAT used in the EC is a multistage consumption type VAT
based on the destination principle employing the credit-invoice method
of accounting. 3 The 197937 and 198038 Ullman proposals and the 1984
Treasury proposal also envisioned such VATs. 39 This is the type of
VAT discussed unless otherwise specified.

III.

HISTORY OF

VAT

IN THE UNITED STATES

The roots of a VAT as a general sales tax for the United States
may be traced to colonial times. 40 A VAT incorporates many tax concepts 4' which may be found separately in the various taxes imposed
throughout the history of the United States.42 Therefore, a federal
VAT for the United States would simply be a final stage in the evolution of taxation in the United States incorporating all or most of these
concepts into one tax.43
The first proposal of a federal VAT for the United Sates was
introduced by Thomas S. Adams in 1921.- He suggested a form of
VAT as the solution to what he foresaw as fundamental problems in
federal income taxation after World War I. Adams stated that the
complexity of the income tax system promoted uncertainty, evasion,
rebellion, slowed the administration process, and thus brought the tax
into disrepute.4 5 However, he also said it was more fair to tax net
income than gross receipts. 46 Therefore, based on this assumption, a
net income tax is complex and equitable. Also, a tax, such as a sales
tax or value added tax, is simple and inequitable. 47 Adams concluded
that his tax proposal, which included a form of a VAT, would not be

36.
37.
38.

39.
40.

TREASURY REPORT, supra note 9, at 27-28.
H.R. 5665, 96th Cong. 1st Sess. (1979).
H.R. 7015, 96th Cong. 2nd Sess. (1980).
See generally TREASURY REPORT, supra note 9, at 28.
Crum, Value-Added Taxation: The Roots Run Deep Into Colonial and Early America,

9 ACCOUNTING HISTORIANS. J. 25-42 (Fall 1982).

41. Id. at 26 (Tax Concepts - Taxation of Net Product, Multi-step, Indirect Tax Levied
on Expenditure, Transaction Based, and Based on Value).
42. Id. (Taxes such as Property Taxes, Specific Excise Taxes, Gross Receipts Taxes, Net
Income Taxes, and Retail Sales Taxes).
43. Id. at 25.
44. Adams, Fundamental Problems of Federal Income Taxation, 35 Q.J. ECON. 527-556
(1921).
45. Id. at 552.
46. Id. (Based on the idea that a net income tax only taxes when there are earnings from
which to pay.).
47. Id.
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adopted. He said that society rather prefers an attempt at equity
with complexity to simplicity with inequity. 41
The next surfacing of a VAT in the United States followed the
stockmarket crash of 1932, the beginning of the Great Depression. In
1932, Alabama, and in 1933, Iowa, considered the suggestion of the
Brookings Institutew° to implement a VAT as a production tax. With
high unemployment after the crash, income taxes failed to provide
revenue needed by the states. Therefore, new methods to tax production were examined. However, neither state adopted a VAT.
In 1940, the VAT again reared its head in a Senate bill introduced
by Senator J.C. Mahoney. 51 In 1941, the United States Treasury produced a number of reports on the possibility of implementing this
VAT to help finance part of the United States involvement in World
War 11.52 Congress, however, decided to use other means to finance
the war.
In 1953, Michigan actually adopted a VATh called a Business Activities Tax (BAT).- Michigan's BAT could be classified somewhere
between a consumption type and an income type VAT.- The tax was
imposed on gross receipts minus deductions but "compensation paid
to workers, depreciation on personal property, depletion and purchases
on capital assets with useful lives in excess of one year" were nondeductible.5 It was a multistage tax administered by the subtraction
method. 57 This VAT, however, was not long-lived. In 1967, Michigan
replaced the BAT with a system of income taxes.5
In the late 1960s, with the European Economic Community's adoption of the first and the second directives on the implementation of
VATs in the EC member states, President Nixon created a special
task force to review the case for a VAT in the United States. 59 One
of Nixon's proposals was to replace state property taxes with a federal
48.
49.

Id. at 554.
Id.

R. LINDHOLM, supra note 1, at 41.
51. Section 3560, 76th Cong., 2nd Sess. (1940).
52. Surry, A Valued-Added Tax For the United States - A Negative View, TAX EXECUTIVE 151 (Apr. 1969).
53. Schenk, The Business Transfer Tax: The Value Added By Subtraction, 30 TAx NOTES
351, 355 (Jan. 27, 1986).
54. P.A. 150 of 1953, 10 Mich. Compiled Law. Ann. 205.551 (1967).
55. Schenk, supra note 53.
56. Id.
57. Id.
58. Id. at 356.
59. Id. at 351. The Single European Act of 1987 changed the title, "European Economic
Community" to the "European Community," [hereinafter referred to as EC].
50.
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VAT as the main source of funds for education6 ° However, it never
surpassed the stage of an informal proposal.61 Further, the task force's
report failed to support the implementation of a VAT to replace any
federal taxes. 62
In 1976, Michigan adopted the Single Business Tax (SBT) to replace
previously existing business taxes.- The SBT is a consumption type
VAT employing the addition method of calculating the tax base. This
tax is still in effect and is the only VAT administered by the addition
method. 64
In 197965 and 1980,66 Senator Ullman proposed a bill to implement
a multistage consumption type VAT based on the destination principle
employing the credit-invoice method of accounting, i.e., and EC VAT.
This proposal produced a lot of discussion, but did not further progress.
Many of the arguments for and against Senator Ullman's proposal are
examined in Section IV, "Issues and Arguments Pro and Con."
In 1983, the Superfund for toxic waste cleanup needed funds and
a VAT was proposed.67 This VAT was a single-stage manufacturing
VAT employing the subtraction method. 68 This proposal was rejected
for many reasons, some of which are specifically discussed in Section
V, "Recent Efforts to Introduce Other Types of Federal VATs in the
United States."
In 1984, at President Reagan's request, the Treasury compiled a
report on "Tax Reforms for Fairness, Simplicity, and Economic
Growth."- That report aided the formation of the 1986 Tax Reform
Act. Part of the report examined the possibility of a federal VAT for
the United States. 70 The report concluded that if a VAT were to be
considered, it should be a consumption type multistage VAT based
on the destination principle employing the credit-invoice method.71

60. Should the United States Adopt the Value-Added Tax? - A Survey of the Policy
Considerations and the Data Base, A Report of the Special Committee on the Value Added
Tax of the Tax Section of The American Bar Association, 26 TAX LAw. 45 (1975).
61. Schenk, supra note 53, at 351.
62. BUSINESS TAXATION, THE REPORT OF THE PRESIDENT'S TASK FORCE ON
BUSINESS TAXATION 61 (1970).
63. Schenk, supra note 53, at 353.
64. B. TERRA, supra note 9, at Ch.V.4.1.
65. H.R. 5665, 96th Cong., 1st Sess. (1979).
66. H.R. 7015, 96th Cong., 2nd Sess. (1980).
67. H.R. 2817, 99th Cong., 1st Sess. (1983).
68. McLure, supra note 22.
69. TREASURY REPORT, supra note 9.

70. Id.

https://scholarship.law.ufl.edu/fjil/vol5/iss1/2
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However, the report stated that the cost of implementing a new federal
tax was not worth any benefits gained by having a VAT. 72
In 1985, Senator William Roth introduced the Business Transfer
Tax (BTT) 73 and Representative Richard T. Schulze introduced a Business Alternative Minimum Tax (BAMT).74 Both proposals are multistage consumption type VATs based on the destination principle, employing the subtraction method of accounting. 75 Both are briefly discussed in Section V, "Recent Efforts to Introduce Other Types of
Federal VATs in the United States."
IV.

ISSUES AND ARGUMENTS PRO AND CON

Most of the arguments and observations in this section apply to a
VAT with any of the characteristics mentioned in Section III. However, some arguments become more or less relevant depending upon
the combination of VAT characteristics chosen. For the purposes of
this section, a "VAT" refers to a multistage consumption type VAT
calculated by the credit-invoice method based on the destination principle as proposed by Senator Ullman in 1980 and the 1984 Treasury
Report on Tax Reform, unless otherwise specified. The main issues
which have been and still are being examined in regard to the possible
implementation of a VAT in the United States are as follows:
A.

Regressivity

One of the major economic arguments against the implementation
7
of a federal VAT in the United States is that a VAT is regressive. 6
Low income families consume more of their income than high income
families. Therefore, a consumption VAT would constitute a higher
percentage of a low income family's income than the income of a high
income family.
The argument has been made that the VAT really is not regressive
because all consumption of income is equally subject to the VAT.- At

71. Id. at 16.
72. See TREASURY REPORT, supra note 9, at 226-27 (Vol. 1).
73. Section 1102, 99th Cong., 1st Sess., 131 Cong. Rec. S5667 (May 8, 1985)(died in Committee).
74. The Business Alternative Minimum Tax (BAMT), 30 TAx NOTES 771 (Feb. 24, 1986);
H.R. 4598 99th Cong., 2d Sess, 132 Cong. Rec. 1843 (1986)(died in Committee).
75. See supra notes 73 & 74.
76. TREASURY REPORT, supra note 9, at 43; see also McLure, supra note 22, at 84.
77. Tax Reform Proposals- v. S. H.R.G. 99-246 Pt. V, Hearing Before the Committee
on Finance United States Senate, 99th Cong., Ist Sess. 101-103 (1985).
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a superficial level, this might appear to impose an equal tax burden
in the consumption of income. However, this does not take into account
that the VAT constitutes a higher percentage of low income families'
incomes than high income families' incomes.
Supporters of a federal VAT argue that the regressivity of the tax
should not matter in light of the regressivity of the present federal
tax scheme. If a VAT were used to replace part or all of the Social
Security taxes, one regressive tax merely replaces another. 78 Thus,
little effect on the regressivity or progressivity of the federal tax
79
scheme results.
Replacement of Corporate Income Taxes (CIT) by a VAT would
have the same effect, if one assumes that corporate managers shift
the entire CIT forward to the consumer in the price of the good or
service. 80 However, this assumption is likely inaccurate because only
part of the CIT is probably shifted forward and the rest is reflected
in decreased dividends to shareholders. Therefore, the CIT is regressive only to the extent that it is shifted forward to the consumer and
8
would be less regressive than a VAT which is shifted fully forward. '
To the extent that a CIT is not shifted forward, implementing a
VAT would result in an increase in the regressivity of the Federal
tax scheme. However, the implementation of a VAT should not be
viewed in a vacuum. Any VAT proposal should go hand in hand with
reforms of the existing federal tax scheme.- Implementing a new tax
without reforms to existing taxes would increase administrative costs,
complexity of the tax system, and the tax burden on taxpayers.
Moving from the effects of implementating a VAT on the regressivity of the federal tax scheme to solutions to any resulting regressivity, many methods of mitigating the regressivity of a VAT have been
proposed. One theory is that revenue collected from a VAT will be
spent mostly for the benefit of low income persons, automatically

78. Bartlett & Olin, supra note 3, at 7.
79. Walker, The Value Added Tax: Back in the News, TAX NOTES MICROFICHE
DATABASE, Doc. 85-10102 (Nov. 1985); There is also an argument that the Federal Tax scheme
is so progressive any regressivity of a VAT will not make the Federal Tax scheme regressive;
Carlson, Economic and PoliticalAspects of a U.S. Value-Added Tax, 10 TAX NOTES 700, 702
(May 12, 1980).

80.

Id.

81. In some instances, however, Elasticity of Demand will play a role in determining how
much of the VAT can be shifted forward.
82. Aaron & Galper, Reforming the FederalTax System, 23 TAx NOTES 296 (July 16, 1984).
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softening the regressive effect of the tax. 83 Government programs,
however, do not reach everyone.Another solution implemented by the EC is the use of varied
rates for food, clothing, and other necessities. Many commentators
oppose this method because experience in the EC demonstrates
varied rates will increase substantially the cost and complexity of
administering a VAT. 6 The ideal VAT has a pure single rate tax. 87
With a single rate, no need exists for administration determinations
of what good falls under what rate, and taxpayers will not have to
keep track of the different rates. However, most countries that have
implemented VATs do not apply pure single rate taxes without preferences.8 Special interest and lobby groups always participate more
avidly when a proposed tax affects them. Other public interest reasons
exist for varied rates. For example, charitable organizations should
not be taxed because they help the government by providing food,
shelter, health care, and clothing to the poor, homeless, and needy.
Thus, for administrative and political reasons it is almost impossible
to enact a single rate VAT.
Supporters of the ideal VAT claim that other ways exist to reduce
the regressivity of VAT than through variation of tax rates.8 9 If manipulation of the tax rates is necessary, Congress can tinker with the
other federal taxes and disregard the VAT. 90 As for public interest
reasons for variations in the tax rates, there is an argument that
charities should be taxed because they have become such a large sector
of our economy, and as such it is unwise to exclude them from the
tax base. 91

83. Kleine, National Consumption Taxes: The View From the States, 37 NAT'L. TAX J.
313 (1984).
84. McLure, supra note 22, at 84.
85. Kleine, supra note 83.
86. McLure, supra note 22, at 84; see also Pechman, Recent Tax Developments in Europe,
Canada and Japan, 34 TAx NOTES 145 (Jan. 12, 1987); General Office of Accounting Report,
Effect of VAT on Trade Competitiveness, TAX NOTES MICROFICHE EDITION, Doc. 81-860
(Feb. 9, 1981), cited in, GAO Says European VAT Systems Have "Negligible" Effect on Trade
Competitiveness, 12 TAX NOTES 307 (Feb. 9, 1981) [hereinafter Trade Competitiveness]; GOA
Report, supra note 9, at 8-9; TREASURY REPORT, supra note 9, at 110; Schenk, supra note
53, at 358; Cnossen, What Rate StructureFor a Value-Added Tax?, 35 NATL TAX. J. 205 (1982).
87. Schenk, supra note 53, at 358.
88. Id.
89. McLure, supra note 22, at 84.
90. Id.
91. Tax Reform and Deficit Reduction, HearingsBefore the Committee on Ways and Means
House of Representative, 98th Cong., 2nd Sess. 327 (1984) [hereinafter Tax Reform and Deficit
Reduction]; see also Technical Problems in Designing a Broad-Based Value-Added Tax
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The above reasoning cannot be used in all cases and it is believed
that any federal VAT will have a variation in rates. 92 Politically varied
rates are unavoidable. However, some commentators think that the
variation of rates can be minimized if the VAT is implemented with
that idea in mind. 93
The resulting additional cost allotted to the administration of the
VAT poses no significant problem. The VAT can generate a tremendous amount of revenue to pay its administration costs. Additional
complexities will be no worse than those of the present federal tax
system and, therefore, should not be a major reason to reject a federal
VAT.Like rate variations, exemptions are another method of reducing
the regressivity of the tax.9 But again, the increased cost and complexity arguments arise. In addition, a question arises as to whom and to
what the exemptions will apply. Exemptions also narrow the tax base,
shifting the tax burden to certain segments of the economy.9 Another
important factor in considering exemptions is that they could cause
cumulation.- Depending upon where the exemption applies in the chain
of production and distribution, the exempt good actually may realize
a higher tax burden because the input VAT on exempt goods cannot
be deducted.- Therefore, tax exemptions may be undesirable.
Indexing of transfer payments such as welfare or Food Stamps
may lessen the regressivity of the VAT.99 But, indexing does not reach
everyone. 1°° Low income families who do not receive government assistance would be at a disadvantage. The same problem arises when

for the United States, A Report of the Special Committee on the Value-Added Tax of the Tax
Section of the American Bar Association, 28 TAx LAW. 201-205 (1975).
92. An Interview with Ronald A. Pearlman: Tax Policy Process and Product, 29 TAX

NOTES 1292 (Dec. 30, 1985) [hereinafter Interview with Pearlman] (Pearlman was a Treasury
Assistant Secretary for Tax Policy until late 1985 when he returned to private practice.). See,
however, the recent Canadian proposals.
93. McLure, supra note 22, at 83.
94. B. TERRA, Lectures on Problems in Federal Taxation, at Holland Law Center, the
University of Florida College of Law (Fall 1987) [hereinafter Lectures]. (Professor Terra drew
the lectures from the book he was writing B. TERRA, SALES TAXATION: THE CASE OF THE
VALUE ADDED TAX (Kluwer) (1988)).
95. GAO Report, supra note 9, at 13.
96. Interview with Pearlman,supra note 92.
97. B. TERRA, supra note 9, at Ch.VI.4.4.
98. Exception: There will be no cumulation if the exemption falls at the final retail level.
99. Thurow, supra note 4, at 138.
100. McLure, supra note 22, at 84.
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discussing personal exemptions to reduce regressivity. It only reaches
those individuals receiving a labor or pension income; not everyone. 101
Finally, the 1984 Treasury report advanced the idea of a refundable
tax credit to deal with the regressivity of the VAT. 10 2 This may be
in the context of an income tax credit or a rebate system established
separately from income tax. 1° The credit would be phased out as
income increases.1°4 This would provide a tax break to low income
persons only. Zero rating or reducing rates for necessities would give
the tax break to all taxpayers, resulting in an unnecessary loss of
revenue from high income families.
The down side of this method is that low income families who
previously filed no tax returns would have to file a return to receive
their refund.- °5 The government would provide a refund mechanism
which would add to the cost of administering the tax. However, the
treasury report states that this method would be less expensive than
indexing and varying rates.-°'
Summing up, the VAT is regressive, but many remedies are available. Political reasons, more than any other reasons, probably will
prevent a VAT from being implemented without varying rates and
providing exemptions. However, these may be kept at a minimum.
In conjunction with a refundable credit system among other considerations discussed above, the regressivity of a VAT may be mitigated
or eliminated.
B.

Government Spending and the Size of Government

A VAT is considered a significant producer of revenue. Raise a
VAT rate one percentage point and billions of dollars of revenue are
produced.10 A primary advantage is that a VAT has such a broad
base, a one percent increase would hardly be noticed by the consumer.
This is a major concern of the opponents of the VAT.
The United States government has a spending problem which has
resulted in a huge deficit. There is a fear that, if a VAT is implemented
in the United States, the ease with which VAT rates may be raised

101.

102.
103.
able tax
104.
105.
106.
107.

supra note 9, at 91.
Id. at 110.
Id. at 102. Hawaii, Massachusetts, New Mexico, Vermont, and Wyoming use a refundcredit system to reduce the regressivity at their states sales taxes. Id.
Id. at 102-03.
Id.
See id. at 102-10.
Bartlett & Olin, supra note 3, at 8.
TREASURY REPORT,
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may take off Congress the pressure to cut government spending and
reduce the deficit. 1°8 In fact, there will be so much money that the
United States government will increase spending, resulting in an increase in the size of government. VAT opponents point to the Social
Security tax as an example of a realization of their fears. The Social
Security tax started with a low rate, which has crept to a high of
more than fourteen percent being administered by a huge, unwieldy
system.10 9 The comparison may be unfair because the Social Security
tax taxes labor, not consumption, and is used solely for the purpose
of funding the Social Security system. It is not a general revenue
raiser, as are the proposed federal consumption VATs.
A 1985 study concluded that the implementation of a VAT correlates little with the increase in the size of government. 110 The study
examined data from twelve OECD countries with VATs and twelve
OECD countries without VATs. The data showed that the change in
size of the governments of the groups were relatively the same. Those
studies noted, however, that in systems with social security taxes,
the social security taxes increased at a rate greater than the aggregate
of all the other taxes." That finding disputes the VAT opponents'
comparison of a VAT with social security taxes.
With respect to the spending problem, some commentators have
suggested that a VAT be imposed only in conjunction with a cap on
the maximum VAT rate. Other commentators have suggested a constitutional amendment or congressional statute requiring a balanced
budget to prevent higher levels of government deficit spending. 112
Most commentators say these limitations should be in place by the
time the VAT is implemented or when the VAT is implemented; after
the fact may be too late.
C.

Federal and State Relations

Another possible problem with a federal VAT involves federal and
state relations. Sales taxation has traditionally been the revenue source
for states and local government. 113 At least 45 states and the District

108. Stockfisch, Value-Added Taxes and the Size of Government: Some Evidence, 38 NAT'L
TAX J. 547 (1985).
109. Weber Arms VAT Opponents with Historical Findings, 31 TAx NOTES 635 (May 12,
1986).
110. See generally Stockfisch, supra note 108.
111. Id. at 549.
112. Bartlett & Olin, supra note 3, at 8; see also Kleine, supra note 83, at 315.
113. Carlson, supra note 79, at 699.
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of Columbia have a general sales tax. 114 Some concern exists that a

federal VAT, which is similar to a sales tax, would interfere with the
ability of state and local governments to collect revenues.", If state
and local governments feel that they are losing their fiscal autonomy,
they probably will object to the implementation of a VAT. 116
One suggestion that may make a VAT more acceptable to state
and local governments is the imposition of a limit on the VAT rate
tied into the median state sales tax rate. 117 By imposing a limit on the
VAT rate of one-half to three-quarters of the median state sales tax
rate, state sales taxes will not be overwhelmed by the federal VAT." 8
Additionally, if a balanced budget statute or constitutional amendment
is implemented with this cap, the federal government cannot raise the
VAT rate easily, or legally spend more than it can collect.119
Further, a federal VAT's interference with collection of state and
local revenues may be overstated. Their bases are significantly different. 120 The federal VAT base would be more comprehensive than a
state sales tax because state sales taxes usually exempt services.

Where the two bases do not overlap there would be no interference
with state revenues.' 21 Where overlap occurs, the present coexistence
of state and federal income tax systems seem to indicate that state
sales taxes operating concurrently with a federal VAT would pose no
problem.
Another possible federal-state relationship would be for states to
piggy-back on the federal VAT. The federal VAT base would be
greater than the state sales tax base. 12" However, states definitely
would relinquish fiscal autonomy to a certain extent. Additionally,
once a cap on the federal VAT rate was reached, federal and state
governments would have to look elsewhere for additional revenue.
States could, however, implement a separate, state VAT or maintain
a state sales tax concurrently with the federal VAT.- State taxes
would not be limited in this situation by a federal cap and the states
could adopt the broader federal VAT base as their own.
M

114.
115.
116.
117.
118.
119.
120.
121.
122.
123.
124.

Id.
Aaron & Galper, supra note 82, at 296.
Id.
Tax Reform and Deficit Reduction, supra note 91, at 329.
Id.
Id.
Carlson, supra note 79, at 702-03.
Id.
Id.
Tax Reform and Deficit Reduction, supra note 91, at 323.
Carlson, supra note 79, at 702-03.
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Effect on Interstate Relations/Tax Boarders

One scenario that has not been given much attention is the possibility that all fifty states may adopt a VAT on which the federal
government could piggy-back. This poses a number of problems. First,
all the states must adopt a VAT individually. But, without federal
legislation, that is unlikely to happen.15 Second, equal protection concerns arise, unless the individual states adopt a relatively uniform
base. Without a uniform base, some states may complain that they
are carrying a heavier federal tax burden per capita than other states.
Again, all fifty states and the District of Columbia are unlikely to
adopt a uniform tax base without a little help from federal legislation.
Any federal legislation would turn the scenario into the states piggybacking on the federal tax base.
In addition, if the fifty states adopt VATs, a problem of transporting goods between states may result. A fiscal tax border would have
to be erected to track transactions -between states for taxing purposes. 12 This would pose a formidable obstacle. However, a few solutions have been proposed.
Two main categories of solutions are proposed for the tax border
problem. The first is a VAT based on the restricted origin principle1as discussed in Section II. Under the restricted origin principle, tax
borders are not created when goods and services are produced in or
among the member states of an economic union. The origin principle
is applied to those transactions. They are taxed based on the place of
production. The VAT is remitted on exports from the economic union.
When goods or services are imported into the economic union the
destination principle applies.
A problem arises with the restricted origin principle when the
chain of production of a good is in two or more states and the good
is then exported to a third country.1 s The final exporting state will
not want to remit the origin based VATs which are incorporated into
the price of a good in other states. Finally, a relatively uniform rate
among the states is needed for the restricted origin principle to' func-:

125. McLure, supra note 22, at 136; see also Kleine, supra note 83, at 317.
126. McLure, supra note 22, at 131-32. This problem might also arise when states piggy-back
on a federal VAT or on an international level when dealing with trade between nation states
employing VATs.
127. Id.
128. The third country is not a member of the economic union and, therefore, the destination
principle applies. The VAT is remitted on export.
129. B. TERRA, supra note 9, at Ch.X.2 (this may be corrected by a system of accounting
and compensation); see generally id.
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tion adequately.13o Otherwise, trade distortion would occur between
the states due to varied rates. Without some kind of federal assistance
in the form of a statute or constitutional amendment, and because of
political pressures, it is highly unlikely that all fifty states will adopt
a single rate. Therefore, implementation of a restricted origin based
solution is unlikely.
The other category of solutions falls under the rubric of VATs
based on the destination principle.13 1 There are three possible methods
under the destination principle through which the problem of tax borders between the states may be avoided. First is the postponed accounting system.13 2 Through this method goods are zero-rated on export, and the importer does not pay VAT at the time of import.
Instead, importers report that they owe the tax and then pay and
deduct it at the end of the VAT return period. This method is still
problematic because consumers are required to stop at the border and
submit an invoice to report the tax owed. Also, consumers would have
to stop at the border to pay the VAT because they would have no
VAT return to report and deduct. Therefore, this method is not an
option for the United States.
The next method, the clearing house method, has two variations.133
In both variations exports are not zero-rated and the taxable event
of import is eliminated. A producer taking goods from one state to
another would pay the VAT of the other state and deduct it in his
return.
Under the first variation, 3" at the end of the tax period, the states
would calculate the deductions taken for other states' VAT and either
pay the VAT owed to each state or receive the VAT for deductions

130.

Id.

131. In his article, State and Federal Relations in the Taxation of Value Added, McLure
does not discuss the destination principle as a possible solution. He assumes that any destination
principle based VAT will require tax borders. This, however, is not true. See McLure, supra
note 32.
132. Article 23 of the Sixth Directive, Dir. 77/388/EEC, 17 May 1977, O.J. L145 (The Sixth
Directive permits the postponed accounting system but it is not mandatory.). The postponed
accounting system exists in the Benelux countries and is presently being proposed in the 14th
Directive. The 14th Directive would make this accounting system mandatory. B. TERRA, supra

note 9, at Ch.XI.5.3.2.; see generally id.
133. J.B. v.d. Zanden & B.J.M. Terra, De voltooiing van de interne m:arkt. Witboch van
de Europese Commissie aan de Europese Raad, 1986 WFR 357-392; see also B. TERRA, supra
note 9, at Ch.XII.; see also Completing the Internal Market - The Introduction of a VAT
Clearing Mechanism for Intra-Community Sales (working document from the Commission),
Coin (87) 323 final [hereinafter Completing the Internal Market].
134. Zanden & Terra, supra note 133, at Ch.IV.4.
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allowed. Paying or receiving money would depend upon who owed the
balance when states bilaterally compare their total deduction claims.
This system is unworkable, however, because it would require producers to keep fifty different sets of books recording transactions and tax
paid to each of the fifty states. This is an unreasonable burden to
impose on a producer. An easier way to operate the clearing house
system is found in the second variation.
The second variation of the clearing house system 135 is very similar
to the first. However, producers only need to keep one set of books
showing the total VAT paid to foreign states and deducted in their
state, and the total VAT collected on goods exported. Then, at the
end of each return period the states total the deductions and VAT
collected on items exported, and depending upon the net export or
net import, would pay into or draw from a single central account or
clearing house. All states would pay into or draw from this account.
This central account would be self-supporting because a surplus
would always exist.136 The surplus would result from taxes not deducted by exempt traders. The excess over administration costs would
then be distributed among the states by calculating their contributions
to the central account surplus.
The follow-up to the EC white paper suggested the second clearing house variation as the method to help remove fiscal borders within
the EC. 137 However, two problems exist with either clearing house
system. First, the floating exchange rates between the members countries will make it difficult to calculate exactly who owes what amount
to whom.' 1 The United States does not have this problem because it
has a single currency unit.
Second, the origin principle is applied to individual consumers hopping borders to buy retail goods.'39 The concern is that forum shopping
for the cheapest tax rate will cause trade distortions. However, any
possible distortions would be minimized by a standardization of VAT
rates within a certain range. 140 Therefore, this method would work in
the United States.
The final method is even more simple than the single clearing house
method, and exchange rates would not be a factor. This is called the
clearing system - without a clearing house.'4 Under this system, the
135.
136.
137.
138.
139.
140.
141.

Completing the Internal Market, supra note 133.
Id.
Id.
B. TERRA, supra note 9, at Ch.XI.5.4.
Id. at Ch.XI.5.7.
Id. at Ch.XI.5.6.
See Zanden & Terra, supra note 133, at IV.5.
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producer in the exporting state is liable for the VAT of the importing
state. However, producer "exports" are zero-rated which defers the
tax liability to the producer in the importing state. There is no taxable
event of import. The purchasing producer at the end of the return
period pays and deducts the VAT.
Critics point out that fraud and evasion would run rampant in this
sort of system, particularly in services.However, looking to the
EC experience, EC member states have been imposing this system
on services for twenty years. Services constitute forty percent of the
VAT base. 1 Fraud and evasion have not run rampant in the EC.'"
The fear that a VAT would create tax borders in the United States
is unfounded. Tax borders brought on by the implementing a VAT
may be eliminated in two ways. The clearing system without a clearing
house seems to be the easiest and simplest method to employ.
E.

Hidden Tax

Another factor which may influence the problem of federal interference with state revenue sources is that a VAT tax may be hidden in
the price of the good.1 - If the VAT is hidden in the final price, consumers may notice an increase in the price but their perception of the
state sales tax will remain the same, causing no problems for collecting
state revenues. However, if the VAT is hidden in the price, VAT
opponents raise the same concerns that arise when considering the
effect of a VAT on government spending and size of government. 46
If consumers fail to recognize the increase in the price of a good as
a VAT increase, the federal government can easily raise the VAT
rate and collect the money.
The solution, therefore, is to state the VAT separately. This may
be done easily under the invoice credit method consumption VAT.
The VAT does not have to be hidden. 147 Separately listed VATs could

142. Lectures, supranote 94. The arguments concerning fraud with a postponed accounting
system are also raised in discussions of a clearing system without a clearing house. See Zanden
& Terra, supra note 133, at Ch.IV.3.2. (deals with concerns of fraud with a postponed accounting
system.).
143. See Sales Tax Administration: Major Structural and Practical Issues with Special
Reference to the Needs of Developing Countries (United Nations, Department of Economics and
Social Affairs, New York 1976) (UN Study).
144. Lectures, supra note 94.
145. Bartlett & Olin, supra note 3, at 7.
146. Id; see also Stockfisch, supra note 108.
147. Kleine, supra note 83, at 316; see Due, Economics of the Value-Added Tax, 6 J. CORP.
LAW 61, 64 (1980).

Published by UF Law Scholarship Repository, 1989

19

INTERNATIONAL
Florida Journal FLORIDA
of International
Law, Vol.LAW
5, Iss.JOURNAL
1 [1989], Art. 2

(Vol. 5

be effectuated by including an invoice copy with the product on which
only the final total VAT appears. Here again is concern that states
will have problems collecting revenue because it enables consumers
to calculate the VAT and sales tax. This problem may be solved by
using invoices between taxable persons with no separate listing of
state and federal taxes. 148
F.

Effect on Prices

Historical evidence is ambiguous as to the effect of a VAT on the
price of goods. 149Theoretically, the VAT should be fully shifted forward
in the price with a dollar-for-dollar price increase with an increase in
VAT. 15 However, this cannot be true for all goods. The price of some
goods depends upon the elasticity of the demand for these goods.15'
The more flexible the demand, the more likely the VAT is passed
forward. The less flexible the demand, the less likely the entire VAT
is passed forward.
Assuming arguendo that a VAT is completely shifted forward, the
inflationary effect of the VAT may depend upon a number of factors.
If the federal monetary policy is restrictive, the result will be reduced
levels of employment and output, and increase in prices due to a
shortage of money.' 5 2 Thus, an imposition of a VAT would be inflationary.
If the federal monetary policy is easy to accommodate the imposition of a VAT, the price increase caused by a VAT may be mitigated
by a decrease in price accompanying an easy federal monetary policy.153
Many commentators say that this will result in a one-time increase in
prices' 54 and will not necessarily result in runaway inflation.
Another factor affecting the inflationary impact of a VAT is
whether the VAT replaces another tax or is added to existing taxes.155
If a VAT replaces an existing tax, the removal of the other tax may
offset the imposition of the VAT to some extent. - If a VAT is imposed
in addition to existing taxes, prices will definitely increase. 157 Also, if

148. Lectures, supra note 94.
149. Bartlett & Olin, supra note 3, at 5.
150. Id.
151. Id.
152. Carlson, supra note 79, at 700.

153.

Id.

154.
155.
156.
157.

McLure, supra note 22, at 84; see also Carlson, supra note 79, at 700.
Bartlett & Olin, supra note 3, at 5-6.
Carlson, supra note 79, at 700.
Kleine, supra note 83, at 313.
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a VAT is tied to the cost of living indexes, it is more likely to be
inflationary. Additionally, persons with inflationary protection will
be affected only slightly by the price increases, shifting the tax burden
to those persons whose salaries and other sources of income are not
tied to the cost of living indices. 59 Therefore, the impact of a VAT
on prices depends on many factors. It will be difficult to predict the
inflationary impact of a VAT.
An International Monetary Fund (IMF) study of the matter concluded that in some cases the VAT was inflationary and in other cases
it was not. However, this study, may not be of use in the United
States because most countries that have implemented a VAT replaced
a national sales tax with the VAT.1 61 The United States has no federal
sales tax to replace.162 Thus, the effect of a United States federal VAT
on prices can be theoretically calculated, but will be unknown until a
VAT is implemented.
G.

Effect on the Balance of Trade

One of the most hotly contested issues regarding the implementation of a United States federal VAT is its effect on the balance of
trade. Currently the United States supports a substantial trade deficit.1- Proponents of the VAT claim that a VAT will facilitate a cure
of the deficit. Other commentators claim that a VAT will have a
1
negligible influence on the United States balance of trade. 6
A VAT is not a subsidy to promote exports or a tariff to penalize
imports.-x Ideally, a VAT should evenly impose a tax burden on
domestic and foreign goods and services.16 The VAT is remitted on
the export of goods so that they may travel the world market free of
tax.

158. Id.
159. Id.
160. Bartlett & Olin, supra note 3, at 6 n.15 (citing Tait, Is the Introduction of a Value
Added Tax Inflationary? (Wash., D.C.: International Monetary Fund, Departmental Memorandum 80/75 (Nov. 3, 1980))).
161. Id.
162. Id.; see also McLure, supra note 22, at 84.
163. See Social Security System, supra note 6; McLure, supra note 22, at 84 (Substitution,
part of the CIT with a VAT might have a beneficial effect on U.S. Trade.); Brannon, Does
VAT Provide a Balance of Trade Advantage? (Balance of Trade), 30 TAx NOTES 1387, 1389
(Mar. 31, 1986) (A VAT will help U.S. trade, but other factors will mitigate any benefit.).
164. Trade Competitiveness, supra note 86; Bartlett & Olin, supra note 3, at 3.
165. Bartlett & Olin, supra note 3, at 3.

166.

Id.
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Some commentators argue that the United States is at a disadvantage compared to countries that already have VAT systems. 167 They
claim that the prices of United States goods carry a higher percentage
of taxes than goods from countries with VATs. Also, depending on
the way a United States VAT is imposed, some of those taxes may
be taken out of the price of the goods making United States goods
more competitive in the world market.
A VAT imposed in addition to the present federal tax scheme
would affect the balance of trade minimally. 168 The prices of foreign
and domestic goods in the United States would increase at the same
rate. 6 9 Exporters' prices would be unaffected because the VAT would
be remitted on goods exported. The price of United States goods to
foreigners would be the same after the VAT as it would be before its
imposition. 170
If a VAT replaced part or all of the corporate income tax, the
effect on the United States trade balance would depend upon the
percentage of the corporate income tax included in the price of the
goods. 171 Any corporate income tax removed from the price of goods
will decrease the price. However, some commentators suggest that
the price decrease will be minimal and will insignificantly affect the
United States balance of trade because the burden of the corporate
income tax mostly falls on shareholders in the form of decreased div172
idends.
A third way to implement a VAT would be to replace all or part
of the United States Social Security tax. 173 Social Security taxes are
deducted from the workers' paychecks and are part of the employer's
overhead. Workers' wages and management expenses are included in
factoring the price of any good or service. If the Social Security tax
is reduced or replaced by a VAT, and the saving is passed forward
to the buyer through reduced prices before adding the VAT, then
goods will be less expensive to exporters as the VAT is remitted on
export. This may have a beneficial effect on the trade balance.

167. See generally Trade Competitiveness, supra note 86; Bartlett & Olin, supra note 3.
168. Carlson, supra note 79, at 700-01; see also Brannon, supra note 163, at 1389.
169. See Carlson, supra note 79, at 700-01; see also Brannon, supra note 163, at 1389.
170. See Carlson, supra note 79, at 700-01; see also Brannon, supra note 163, at 1389.
171. See infra Section III, A (discussing shifting CITs).
172. Bartlett & Olin, supra note 3, at 4 n.11 (citing Harberger, The Incidence of the
CorporationIncome Tax, J. POL. ECON. 215 (1962)).
173. Brannon, supra note 163, at 1390 (Brannon believes that replacement of Social Security
taxes with a VAT is the change most likely to occur.); Social Security System, supra note 6;
Carlson, supra note 79, at 701.
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There are, however, other factors to consider which may counteract
any benefit a VAT may have on export prices. For example, foreign
exchange rates take into account the effect of taxes.17 Also, although
exchange rates do not react immediately to changes in tax rates, they
175
will eventually even out, making any benefit temporary.
Some commentators suggest that other countries might see this
as a tax designed to block their exports. 176 However, this view misinterprets the function of a VAT. A VAT is neither a subsidy nor a
tariff. 177 It is applied neutrally to both foreign and domestic goods.
Also, any retaliatory action would violate the General Agreement on
Tariffs and Trade (GATT). 178 Therefore, retaliation by foreign countries
is unlikely.
Other factors currently affecting the United States balance of trade
and that have been frequently overlooked are the United States
Domestic International Sales Corporation (DISC),7 and the Foreign
Sales Corporation (FSC).18° These tax constructs remove a portion of
United States direct taxes from the price of exported goods. Therefore,
if taxes are removed from the price of goods on export in the United
States, the United States' goods would not be disadvantaged.
Under GATT, remission or deferral of direct taxes is disallowed. 181
When the DISC initially was presented in the early 1970s, many
foreign countries complained. 182 The council of GATT ruled that remis-

174. Brannon, supra note 163, at 1389; see also Bartlett & Olin, supra note 3, at 4 (The
U.S. might have some trade advantage with a VAT but an international system of fixed exchange
rates is needed but is unlikely to be established.).
175. Lectures, supra note 94 (benefit may have permanent effects by eliminating the competition).
176. Bartlett & Olin, supra note 3, at 4; see also Brannon, supra note 163, at 1389 (Importers
and exporters may put pressure on their politicians for some kind of retaliatory measure.).
177. See Bartlett & Olin, supra note 3, at 3.
178. The GATT permits remission of indirect taxes on exports. Carlson, supra note 79, at
700. If other countries impose tariff barriers to offset any improvement in U.S. trade by the
U.S. implementation of a VAT, that would violate GATT.
179. Revenue Act of 1971, Pub. L. No. 92-178, 85 Stat. 497, 535-53 (codified I.R.C. §§
991-97 (West 1982 & West Supp. 1983)), cited in Rosenblum, The GATT Qualifier: Its Validity
as a Tax Standard and Its Effect on DISC and DISC Alternatives, 16 CORNELL INT'L L.J.
469 n.1 (1983); see also Simon, The Great DISC Controversy, 2 B.U.J. TAX L. 115 (1984).
180. Wagner, Foreign Sales CorporationAct Replaces DISC Tax Incentive, Bus. AM. 17
(1984) (FSC replaced the DISC on Dec. 31, 1984).
181. See supra note 178 and accompanying text.
182. General Agreement on Tariffs and Trade (GATT) - The United States Tax Legislation
(DISC); Income Tax Practices Maintained by France, Belgium, and the Netherlands, Reports
of the Panel, GATT Docs. L/4422-4425 (Nov. 2, 1976), reprinted in 18 HARV. INT'L L.J. 706
(1977).
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sion of direct taxes was permitted under certain circumstances. 183 Un4
fortunately, the DISC failed to qualify under this ruling.8
To avoid problems under GATT, the United States adopted FSC
which does fall within the GATT council's exception.'85 The exception
created by the GATT council has a two prong test: (1) "an exporting
country need not tax economic processes located outside its territorial
limits" and (2) "an exporting company must, for tax purposes, treat
its related foreign buyers at arms length."1 6
Looking at the big picture, the United States has Social Security
taxes and income taxes which are to some extent incorporated into
the price of goods and services. If the goods are exported, the FSC
removes or defers a portion of those taxes. Countries, such as EC
members, which have VATs also have income taxes and social security
taxes.1 87 Also, the VAT which constitutes a good portion of their taxes
is remitted on export. Therefore, in both situations, the prices of
goods bear some tax and some of the tax is removed. Add into the
equation the equalizing effect of exchange rates, and United States
goods, and goods from countries with VATa appear to be competing
on a relatively even level. Therefore, implementing a VAT in the
United States would replace one system of removing tax on exports
for another. The difference is that VAT remissions are calculated more
easily than an FSC's and are fully legal under GATT.
It appears that the balance of trade between the United States
and countries with a VAT or other system which removes taxes on
exports, would not be affected if the United States implemented a
VAT. However, a VAT may give the United States a trade. advantage
against countries without any system for removing taxes from the
price of their goods. But again, the fact that the United States would
be shifting from one tax removal system to another should not have
much impact on the balance of trade. Whatever advantage a VAT
might have created, the United States might already have due to FSC.
The Japanese recently rejected a VAT, but one of their main arguments was that a VAT would improve their balance of trade.11s Since
they have no system to remove taxes from exports, any reduction in
export prices resulting from the removal of indirect taxes would be
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See Rosenblum, supra note 179.
Id.
Wagner, supra note 180.
Rosenblum, supra note 179.
See Carlson, supra note 79, at 701 (Table 1).
Lectures, supra note 94.
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an improvement. The Japanese may also have been looking more
deeply into the VAT for benefits that indirectly might improve their
balance of payments.
H.

Effect on Savings

In the second quarter of 1987, Americans saved approximately three
percent of their income. Savings are a source of investment funds. As a result of low savings rates, investment in production is low.
Investment in production is also affected by the taxation of capital.91
Savings and capital investment are needed to stimulate the United
States economy and reindustrialize the United States.
The nature of a consumption VAT is that it taxes comsumption,
not capital.1- Full, immediate deductions are allowed for capital expenses. 19 Further, a consumption VAT taxes consumption instead of
savings. Theoretically taxes on consumption will discourage consumption, i.e., encourage savings.- Therefore, if income taxes are reduced
and a VAT is implemented, the biases against saving and investment
would be mitigated. 19 Savings and capital investment will increase,
enabling the United States to modernize and revitalize its economy.'
I.

Effect on Tax Fraud and Evasion

Three main arguments for the position that the VAT is less vulnerable to evasion than the present federal tax scheme are as follows.
First, a VAT by credit invoice method creates an easily followed paper
trail.19 Second, purchasers in the chain of production will serve as
enforcers because they will want the invoices to correctly reflect their

189. Social Security System, supra note 6 (Japanese saved 18% of their income.).
190. GAO Report, supra note 9, at 15.
191. Carlson, supra note 79, at 700.
192. See supra Section II.
193. B. TERRA, supra note 9, at Ch.V.3.1.
194. Bartlett & Olin, supra note 3, at 2 (Consumption should not be taxed too heavily or
else demand for goods will be driven down.).
195. Id.
196. The VAT will help this effort to revitalize the United States economy also by providing
Congress with a source of revenue to reduce the deficit. There would be more saving if the
Federal Government stopped borrowing all available moneys. Sheppard, Law School Conference
Examines Tax Reform Policy, 34 TAX NOTES 93 (Jan. 12, 1987). The Federal Government has
spent over 100 billion dollars which could have been used to revitalize the United States economy.
The market crash of October, 1987 did not happen in a vacuum. Also, revitalization of the
economy would encourage foreign investment helping the balance of trade.
197. Schenk, supra note 53, at 357.
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due tax credits. 198 Third, any possible tax evasion is minimized. The
VAT is set up in such a manner that only part of the tax can be
avoided, since it already has been partly paid further up the chain of
production. 199
In spite of these benefits, a number of commentators have mentioned that the self-policing is exaggerated.m All countries with VATs
experience tax fraud and evasion connected with the VAT. 20 1 However,
most agree that it is less vulnerable to evasion than a national sales
tax. m2

Further, the self-policing method of the credit-invoice system is
not as effective as it could be because the VAT administrators and
the income tax administrators have not learned how to cooperate and
properly use the audit trail.- In countries where the tax authorities
cooperate, the use of VAT invoices increases the collection of income
taxes by millions of dollars. Therefore, proper use of the audit trails
increases enforcement and, thus, compliance.
J.

VAT vs. Retail Sales Tax

If the United States federal government needs a new source of
revenue, why should a VAT be chosen over a national Retail Sales
Tax (RST)? A RST is simple to administer and, because most states
have a RST, the United States taxpayer is familiar with a RST.- A
VAT is more complex and most United States taxpayers have never
heard of a VAT.- Also, there would be a tremendous cost, in time
and money, to establish a new unfamiliar system of taxation.
There are many reasons for simply not implementing a RST. First,
a RST has a smaller base than a VAT.uc A VAT includes taxation of
services; an RST does not.- Services comprise 40% of a VAT base.20

198. Id.
199. A multi-stage VAT collects the tax through the production and distribution process.
A Retail Sales Tax is collected at one stage, the retail stage. McLure, supra note 22, at 83;
Therefore, it follows that, if the retail sales tax is avoided, the entire tax is lost. In a multi-stage
VAT, the only tax that is avoided is the portion due for the particular stage at which it was
avoided. Tax Reform and Deficit Reduction, supra note 91, at 323, 327.
200. Schenk, supra note 53, at 357; Due, supra note 147, at 64.
201. Trade Competitiveness, supra note 86.
202. See supra note 199 and accompaning text.
203. Lectures, supra note 94.
204. GAO Report, supra note 9, at 33.
205. Tax Reform and Deficit Reduction, supra note 91, at 326.
206. Id. at 323.
207. Id.
208. B. TERRA, supra note 9, at Ch.XIII.2.1.
209. Lectures, supra note 94.
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So, by not taxing services, a large source of revenue is lost and a
bias is created in favor of services and against capital investment.
Further, with a credit-invoice method consumption VAT, removing
the tax from exports and collecting on imports is easier.210 It is also
easier to remove tax on capital investment and other business inputs
with a VAT.21, To do the same with a RST, the suspension rule must
be applied for which producers must keep track of taxes on inputs
and the uses toward which the inputs were going2 2 (taxable or non-taxable use). Thus, in some respects, applying a RST is just as complex
as applying a VAT. Also, a RST cannot support high rates. 213 A VAT
can support very high rates without much trouble.214 Therefore, in
conjunction with a broad base, the potential yield of a VAT is much
higher than that of a RST.
Finally, a VAT spreads the collection of the tax throughout the
chain of production and distribution, making it difficult to avoid. 215 A
credit-invoice method VAT leaves a paper trail which can be followed
easily.216 This advantage is extremely underestimated. Auditors can
use these trails to increase income tax collection. 217 Also, this method
is self-policing.218 Each producer in the chain will want to get the
proper deduction for the tax paid by previous producers in the chain
of production.
A RST is collected entirely at the retail level,219 the weakest link
in the production and distribution chain.- ° If it is avoided, the entire
tax is avoided, not just part of the tax, as is the case with a VAT.
Therefore, economically and administratively, although a VAT may
be more complex than a RST, a VAT is superior to a national Retail
Sales Tax. 1
K.

InternationalHarmonization of Taxation

A final factor to consider is that the United States is one of the
few major developed countries in the free world that does not have
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McLure, supra note 22, at 84.
Id.
B. TERRA, supra note 9, at 146-47 (Ch.XIII.2.1).
See McLure, supra note 22, at 84.
Id.
Id.
Schenk, supra note 53, at 357.
GAO Report, supra note 9, at 33.
Schenk, supra note 53, at 357.
See supra note 199 and accompanying text.
B. TERRA, supra note 9, at 146 (Ch.XIII.2.1).
See generally id. at 145-50 (Ch.XIII) (the Superiority of VAT).
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a VAT. 222 As the world economy becomes more integrated, our tax
systems are more likely to become integrated. Incompatible tax
policies could cause trade distortions by hampering the flow of capital,
create "ruinous" competition for multinational corporations, and impede technological changes.The VAT may be definitive for international harmonization of taxation. A VAT taxes only transactions within a country and does not
reach beyond borders as some CITs do under the unity method of
allocation. 224 Therefore, no problem of invasion of fiscal sovereignty
exists. Also, a VAT easily is remitted for exported goods and imposed
on imported goods, allowing foreign and domestic goods to compete
fairly.
V.

RECENT EFFORTS TO INTRODUCE OTHER TYPES OF
FEDERAL VATS IN THE UNITED STATES

In the 1980s, at least three other efforts attempted to introduce
a federal VAT other than the 1980 Ullman proposal and the 1984
Treasury report proposal. In the early 1980s, the Superfund, which
finances the clean up of toxic waste dumps, was running out of
money.m A very low rate, single manufacturing stage VAT was proposed, but was defeated for a number of reasons. One reason was
that the rate was so low, below one percent, that there was little
interest in it.227 Further, the prior revenue source had been a tax on
the companies responsible for the toxic waste.m There was concern
that a VAT would distribute the burden of cleaning up over society,
relaxing the pressure on the companies to deal safely with their toxic
waste. 9 Their mess would be cleaned up by other people's money.
Concerns also arose that the Superfund VAT, once implemented,
could easily be expanded to supply revenue for more than the Super-

222. McLure, supra note 22, at 83.
223. Tax Policy: Value-Added Tax, InternationalHarmonizationCalled Important Issues
for Next Century, Taxation and Accounting, No. 196, G-7 (Bureau of National Affairs, Wash.,
D.C., Oct. 13, 1987).
224. Kleine, supra note 83, at 319.
225. Bartlett & Olin, supra note 3, at 9; see infra note 228 and accompanying text.
226. McLure, supra note 22, at 83.
227. Interview with Pearlman, supra note 92, at 1292.
228. Bartlett & Olin, supra note 3, at 9 (citing Belal, Environmental Taxes: Superfund
and Hazardous Waste, 1981-83, 4 Statistics of Income Bull. 61-67 (1985) ("[M]ore than 90
percent of the tax was paid by 78 companies out of some 876 liable for some tax.")). The Fund
was running out of money because the tax base was so small. Id.
229. Bartlett & Olin, supra note 3, at 9.
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fund.ne The arguments about increasing the size of government and
runaway government spending were advanced at this point. But, these
concerns are unfounded. The European experience shows a VAT has
no effect on the size of government, and caps may be affixed to prevent
runaway government spending.
Finally, the single stage Superfund VAT was to be implemented
by the subtraction method.3 1 This is interesting because almost all of
the countries that have a VAT employ the credit-invoice method. 232
Most commentators agree that the only way to implement a federal
VAT would be through the credit-invoice system. 23
The subtraction method is employed by subtracting the cost of all
inputs from a producers gross receipts. 234 This leaves only the value
added by that producer upon, which the VAT rate is applied. 2 6 Under
the destination principle, if there were a single VAT rate with no
exemptions, calculating the tax burden for the purposes of border tax
adjustments would be easy.3 6 However, practically speaking, because
of the nature of politics, there would be varied rates and exemptions
that would make it almost impossible to calculate the tax burden under
the subtraction method, e.g., for the purposes of border tax adjustments. 237 Also, an audit trail or invoices to aid in calculating the tax
burden would be absent. Trade distortions would result due to the
inability of importers and exports to calculate the exact amount of tax
to be remitted on export and paid on import, i.e., the final product
might not travel tax-free between countries.m
With such severe problems, why was the subtraction method chosen? First, income taxes are calculated using gross receipts.- Therefore, present forms of bookkeeping could be used with little or no
variation to calculate the VAT by the subtraction method. 240

230. Weber, supra note 109, at 635.:
231. McLure, supra note 22, at 83. See Section II, "What is a VAT," for the various
methods of calculating the VAT.
232. McLure, supra note 22, at 83.
233. Id. at 83-84.
234. B. TERRA, supra note 9, at 33 (Ch.V.4.1).
235. See McLure, supra note 22, at 83.
236. Id. Under these circumstances both the credit invoice and subtraction method would
produce the same results. Id.
237. B. TERRA, supra note 9, at Ch.V.4.1; McLure, supra note 22, at 83.
238. See B. TERRA, supra note 9, at Ch.V.4.1; McLure, supra note 22, at 83.
239. Gordon, Corrick & Goold, The Business Transfer Tax - A VAT By Any Other Name,
30 TAx NOTES 766 (Feb. 24, 1986).
240. Id. at 770. Existing business records could be used to calculate gross business receipts.
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Second, adopting the subtraction method would tbrce congressmen
to maintain the tax at a single rate. 2" 1 However, this is an unrealistic
assumption for the political reasons mentioned above.? 2 No VATs
exist without exemptions or varied rates.-4 There is no reason to
believe that the implementing of a United States federal VAT will be
subject to any less political pressure than the introducing of VATs
has been in other countries.
Therefore, a VAT by the subtraction method under the destination
principle is unworkable. Under the origin principle there would be no
reason to calculate the tax burden because it would not be remitted
on export.2 4 However, the origin principle has its own problems that
make it impractical.
The final two VAT proposals considered in Congress were a Business Transfer Tax (BTT), m proposed by Delaware Senator William
Roth, and a Business Alternative Minimum Tax (BAMT) 2A6 proposed
by Pennsylvania Representative Richard T. Schulze. Both are multistage subtraction method consumption VATs based on the destination
principle. 2" 7 Both proposals have inherent exemptions which will ensure
the administrative and economic distortions varied rates and exemptions cause when employed with the subtraction method.
Roth's proposal originally called for a tax credit against the BTT
for payroll taxes paid.- This would have been a clear case of subsidization impermissible under GATT.24 9 Roth's revised proposal excluded
this credit. The BAMT proposal gave credit for Social Security tax
and income tax which would also cause problems under GATT.- 5° The
BAMT would set a floor on federal tax revenues because it provides
credits for tax paid, but if no credit accrued, BAMT still would have
to be paid. 251 The Roth proposal would be an additional tax coupled
with a reduction in income taxes. 252

241. See McLure, supra note 22, at 83.
242. Id. at 84.
243. Schenk, supra note 53, at 358 n.64. No Common Market or Scandinavian countries
with VATs have adopted a single rate without preferences. Id.
244. See supra Section II.
245. Section 1102, 99th Cong. 1st Sess., 131 CONG. REC. § 5667 (daily ed. May 8, 1985).
246. BAMT, supra note 74.
247. See Gordon, supra note 239, at 766; see also BAMT, supra note 74.
248. Gordon, supra note 239; Roth removed this credit in his amended 1980 B'I' bill.
Schenk, supra note 53, at 351.
249. Id.
250. BAMT, supra note 74.
251. Id.
252. See Schenk, supra note 53.
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However, most commentators agree if a federal VAT is adopted,
it should be with the credit-invoice method. The subtraction method
is impractical and is likely the main reason that both bills died in
committee.
VI.

WHY HASN'T A VAT BEEN ADOPTED AND
WILL ONE BE ADOPTED

What is wrong with implementing a federal credit-invoice method
consumption VAT based on the destination principle? Why were the
Ullman proposal and the 1984 Treasury proposal rejected? Why did
the BTT and the BAMT die in committee? Concerns about regressivity, size of government, government spending, federal state relations,
the hidden nature of the VAT, the effect on prices, and evasion and
compliance, are capable of remedy by some reasonable manner.
The main reason that such VAT proposals have been rejected is
because there has been a general sense that there is no need to implement a VAT. Many congressmen and commentators believe that tinkering with the present federal tax scheme will provide the United
States government with all the revenue it will ever need.-a The large
bureaucracy standards of self-preservation and maintenance of the
status quo are also factors greatly affecting congressional action. Why
rock the boat when we are still sailing along even though the water
is rough?
Another reason for the failure of VAT proposals has been the
lobbying of service-oriented organizations.- Services account for about
forty percent of a VAT tax base.- Currently, there is little, if any,
tax on service-related transactions.- The recent uproar in Florida
over the extension of the Florida state tax scheme to services is an
example of the hostility felt toward taxes on services. No politician
wants to face that hostility at election time. It is said that Senator
Ullman lost his bid in the 1980 Senate elections because of his VAT
proposal. -7 Therefore, there must be some overwhelming need for
revenue for politicians to go against this tide. That need may now be
growing.

253. See Bentsen Says Finance Will Focus on Trade; Tech Corrections Bill Will Include
Few Substantive Changes, 33 TAx NOTES 782 (Dec. 1, 1986) (Sen. Lloyd Bentsen, D-Tex., is
the Chairman of the Senate Finance Committee.); Treasury, Finance Committee Members Said
to be Consideringa VAT, 30 TAx NOTES 73 (Jan. 6, 1986); TREASURY REPORT, supra note 9.
254. Lectures, supra note 94.
255. Id.
256. B. TERRA, supra note 9, at 146-47 (Ch.XIII.2.1).
257. Bartlett & Olin, supra note 3, at 1.
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The present 100 billion dollar federal deficit the United States
government is facing is detrimental to the economy. The October 1987
stock market crash is an example of possible ramifications of the deficit.
The federal deficit could have been used to recapitalize and revitalize
our nation's industries for long range economic growth. Further, under
the Gramm-Rudman Hollings Act, Congress must find a way to cut
government spending, reduce the deficit, and reach certain goals set
by the Act.m Meeting these goals becomes more difficult each year.?59
In 1986, Congress passed major revisions of the Internal Revenue
Code, significantly reducing income tax rates while broadening the
tax base.2 Congress is unlikely to raise income taxes substantially
within the next few years to reduce the deficit. 26 Voters will be unhappy if their income tax rates were reduced only to be raised again
at a later date. Further, frequent changes of the code make it difficult
for businessmen and tax lawyers to ascertain the effects the taxes
will have on certain business transactions last year, this year, and the
next few years to come.
This suggests that the remaining options are to cut government
spending and identify a new source of revenue. The VAT could be
that source of revenue. A VAT incorporates many tax concepts which
may be found separately in various taxes imposed throughout the
history of the United States. A VAT would seem to be the next logical
step in the progression. Further, from 1984 to 1987 there have been
at least three VAT proposals, and it appears that interest is growing
all the time. One commentator said that we are one president away
from a VAT.- 2 That commentator was talking about the president
who would follow President Reagan. However, the Bush administration has been able to continue tinkering with the present tax system
so that there still is no crisis or perceived need for a completely new
tax system to be added to the present one. For example, the Bush
administration is looking into raising needed revenue by increasing
gasoline and liquor taxes.
As long as the government can tinker with the tax system, such
a drastic change as the implementation of a federal VAT is not politically possible. At some point, however, tinkering may not avert a
revenue crisis and drastic changes will have to be made. At that point
a proposed VAT may succeed. A lot will depend upon how well Congress deals with the deficit over the next few years.
258. Gordon, supra note 239, at 771.
259. Id.
260. Tax Reform Act of 1986, P.L. 99-514, 100 Stat. 2085 (1986).
261. Gordon, supra note 239, at 771.
262. Sheppard, supra note 196, at 93 (Assistant Treasury Secretary J. Roger Mentz is the
commentator.).
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